NPS-AM-12-C9P25R01-093

M

EXCERPT FROM THE

PROCEEDINGS

OF THE

NINTH ANNUAL ACQUISITION
RESEARCH SYMPOSIUM
THURSDAY SESSIONS
VOLUME 11

Applying the Three C’s of Sustainable Development
to Defense Department Planning

Elliot Maltz
Willamette University

Published April 30, 2012

Approved for public release; distribution is unlimited.
Prepared for the Naval Postgraduate School, Monterey, CA 93943.



Form Approved

Report Documentation Page OMB No. 0704-0188

Public reporting burden for the collection of information is estimated to average 1 hour per response, including the time for reviewing instructions, searching existing data sources, gathering and
maintaining the data needed, and completing and reviewing the collection of information. Send comments regarding this burden estimate or any other aspect of this collection of information,
including suggestions for reducing this burden, to Washington Headquarters Services, Directorate for Information Operations and Reports, 1215 Jefferson Davis Highway, Suite 1204, Arlington
VA 22202-4302. Respondents should be aware that notwithstanding any other provision of law, no person shall be subject to a penalty for failing to comply with a collection of information if it
does not display a currently valid OMB control number.

1. REPORT DATE 3. DATES COVERED
30 APR 2012 2. REPORT TYPE 00-00-2012 to 00-00-2012
4. TITLE AND SUBTITLE 5a. CONTRACT NUMBER

Applying the Three C’s of Sustainable Development to Defense £b. GRANT NUMBER

Department Planning
5c. PROGRAM ELEMENT NUMBER

6. AUTHOR(S) 5d. PROJECT NUMBER

5e. TASK NUMBER

5f. WORK UNIT NUMBER

7. PERFORMING ORGANIZATION NAME(S) AND ADDRESS(ES) 8. PERFORMING ORGANIZATION
Willamette Univer sity,900 State Street,Salem,OR,97301 REPORT NUMBER
9. SPONSORING/MONITORING AGENCY NAME(S) AND ADDRESS(ES) 10. SPONSOR/MONITOR’'S ACRONYM(S)

11. SPONSOR/MONITOR'S REPORT
NUMBER(S)

12. DISTRIBUTION/AVAILABILITY STATEMENT
Approved for public release; distribution unlimited

13. SUPPLEMENTARY NOTES

14. ABSTRACT

Thisexposition reviews the extant literature on sustainable development and inter views from senior
executives from multinational enterprisesto develop a framework for under standing the conditions which
gener ate high shared value initiativesfor global enterprisesand for the broader system. We consider how
the lessons from private industry may be applied in the defense department acquisition process. In general,
our analysisindicatesthat both types of enterprises (private and military) are most likely to generate high
shared value when they have the capability to do so, thereis consistency between the creation of primary
stakeholder value and system value, and that the system value can be cultivated beyond the enterprise that
created the original initiative. From a military acquisition per spective, our analysis suggests that additional
factors may need to be considered in the evaluation of partnersin light of therevised energy policy
currently being implemented.

15. SUBJECT TERMS

16. SECURITY CLASSIFICATION OF: 17.LIMITATION OF | 18.NUMBER | 19a. NAME OF
ABSTRACT OF PAGES RESPONSIBLE PERSON
a REPORT b. ABSTRACT c. THISPAGE Same as 45
unclassified unclassified unclassified Report (SAR)

Standard Form 298 (Rev. 8-98)
Prescribed by ANSI Std Z39-18



The research presented at the symposium was supported by the acquisition chair of the
Graduate School of Business & Public Policy at the Naval Postgraduate School.

To request defense acquisition research or to become aresearch sponsor, please
contact:

NPS Acquisition Research Program

Attn: James B. Greene, RADM, USN, (Ret.)
Acquisition Chair

Graduate School of Business and Public Policy
Naval Postgraduate School

Monterey, CA 93943-5103

Tel: (831) 656-2092

Fax: (831) 656-2253

E-mail: jbgreene@nps.edu

Copies of the Acquisition Research Program’s sponsored research reports may be printed
from our website (www.acquisitionresearch.net).




Preface & Acknowledgements

Welcome to our Ninth Annual Acquisition Research Symposium! This event is the
highlight of the year for the Acquisition Research Program (ARP) here at the Naval
Postgraduate School (NPS) because it showcases the findings of recently completed
research projects—and that research activity has been prolific! Since the ARP’s founding in
2003, over 800 original research reports have been added to the acquisition body of
knowledge. We continue to add to that library, located online at
www.acquisitionresearch.net, at a rate of roughly 140 reports per year. This activity has
engaged researchers at over 60 universities and other institutions, greatly enhancing the
diversity of thought brought to bear on the business activities of the DoD.

We generate this level of activity in three ways. First, we solicit research topics from
academia and other institutions through an annual Broad Agency Announcement,
sponsored by the USD(AT&L). Second, we issue an annual internal call for proposals to
seek NPS faculty research supporting the interests of our program sponsors. Finally, we
serve as a “broker” to market specific research topics identified by our sponsors to NPS
graduate students. This three-pronged approach provides for a rich and broad diversity of
scholarly rigor mixed with a good blend of practitioner experience in the field of acquisition.
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breaks, and the day-ending socials. Many of our researchers use these occasions to
establish new teaming arrangements for future research work. In the words of one senior
government official, “I would not miss this symposium for the world as it is the best forum
I've found for catching up on acquisition issues and learning from the great presenters.”

We expect affordability to be a major focus at this year’s event. It is a central tenet of
the DoD’s Better Buying Power initiatives, and budget projections indicate it will continue to
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with a focus on affordability will be of great interest to the DoD leadership in the year to
come. Whether you're a practitioner or scholar, we invite you to participate in that research.
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Abstract
This exposition reviews the extant literature on sustainable development and interviews from
senior executives from multinational enterprises to develop a framework for understanding
the conditions which generate high shared value initiatives for global enterprises and for the
broader system. We consider how the lessons from private industry may be applied in the
defense department acquisition process. In general, our analysis indicates that both types of
enterprises (private and military) are most likely to generate high shared value when they
have the capability to do so, there is consistency between the creation of primary stakeholder
value and system value, and that the system value can be cultivated beyond the enterprise
that created the original initiative. From a military acquisition perspective, our analysis
suggests that additional factors may need to be considered in the evaluation of partners in
light of the revised energy policy currently being implemented.

Introduction

The Deputy Assistant Secretary of the Navy for Acquisition and Procurement’s
(DASN AP) mission is “to shape acquisition and logistics policies that assure our Sailors and
Marines are mission capable and have a technological edge over our adversaries.” The
Department of Defense (DoD) and its individual branches (i.e., the Navy, Army, and Air
Force) are beginning to develop acquisition policies that reflect a growing belief that many of
the resources they have relied on to fulfill their mission may be in short supply in the
foreseeable future. Thus, the DoD is funding projects to reduce energy consumption (ECN
Daily, 2012) and to shift from carbon-based sources to more renewable sources of energy
(Baillie, 2011; Casey, 2011). Recently, Deputy Assistant Secretary of the Army for Energy
and Sustainability Richard Kidd said the Army would likely invest $800 million in
performance-based contracts over the next two years to realize energy savings and
efficiencies at its facilities (Federal News Radio, 2012).

These new policies may be thought of as the beginning of a strategic shift in
acquisition policies akin to when Winston Churchill, then the UK’s First Lord of the
Admirality, ordered the British Royal Navy to switch its fuel source from coal to oil in its new
battleships. This was not only a defining moment in the history of warfare, but it also led to
the development of the oilfields of the Persian Gulf and put the world on a path towards
growing oil dependency that has defined energy economics in recent decades. A shift of this
magnitude requires a careful and structured assessment of the investments being proposed
and the partners who will participate in the development of the infrastructure required to
support the shift.
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Similar issues are being confronted in the private sector. Large multinational
companies (MNCs) are beginning to face the fact that existing policies focused on
minimizing costs at the expense of the longer term viability of the system may be short
sighted. Thus, MNCs are now grappling with how to build sustainable business models with
a broader systems focus. The purpose of this exposition is to review a recent study that
combined scholarly literature with interviews with over 50 high-level private-sector managers
about how they are addressing these issues. Our goal is two-fold. We provide state-of the-
art knowledge on the various ways investment decisions incorporating a sustainability
element are formulated in multinational corporations. In doing so, we also shed light on
which types of organizations are likely to be good partners for development of the broader
infrastructure needs of the military in the shift to a more sustainable future.

How Do Private-Sector Managers Assess Sustainability Initiatives?

Over the last decade, there has become a growing consensus that the notion of
sustainable development has crossed the line from business jargon to a serious issue for
companies. Managers are increasingly seeing sustainable activities as strategic as they
impact the core business, its growth, profitability, and survival (see, for example, Husted &
Allen, 2009). This is demonstrated in a recent study that found that 93% of CEOs now
believe sustainability will be critical to the future success of their companies (UN Global
Compact and Accenture, 2010).

This important shift in the participation of large MNCs is crucial to a global shift
towards sustainable development (Kolk & van Tulder, 2010). Because these companies are
by their very nature multinational, they have the opportunity to generate worldwide practices
that lead to more sustainable development, should they choose to do so. Because at this
point there are no global regulatory agencies to mandate and enforce sustainable policies
MNCs could be the quickest, most efficient, and perhaps only way to diffuse sustainable
development practices globally. The sheer size of MNCs make their cooperation crucial to
any significant effort to create systemic change in development practices. The huge
resource base of these companies means that they have the opportunity to create new and
inventive ways to develop sustainable practices. Thus, the practices of these companies
have a huge impact on the sustainability of development efforts globally.

The purpose of the study described below was to address the following issues:

e What are the key success factors in successfully creating sustainable
initiatives?
e Should all MNCs engage in the same kind of sustainability initiatives?

Sustainability Initiatives

As noted earlier, our focus is on companies with a global footprint. We focused on
the decision-making of MNCs to develop sustainability initiatives (SIs). These are formally
defined as initiatives that meet a company’s obligations to society over and above its
economic and legal obligations (McWilliams & Siegel, 2001; Melo & Galen, 2011) and are
not solely focused on enhancing the short-term economic value of the company (Brundtland
Commission, 1987).

Our research consisted of a review of relevant literature and personal interviews of
between 45 and 90 minutes with more than 50 senior executives who had primary
responsibility for developing initiatives with a social component. That is a component that
went beyond generating immediate cash flows. After briefly describing the purpose of our
interview and relating our definition of SI, we asked managers to discuss with us one or
more Sls that they had been involved in with their company. We then compared their
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characterizations with existing literature in sustainability and related disciplines. In this study,
we focus on their descriptions of the initiatives they viewed as “successful,” based on the
definition discussed in the next section.

The Three C’s of Sustainability Initiative Success

We define Sl success in terms of shared value. That is the total value that accrues to
the company and the broader system in which it operates (Maltz, Ringold, & Thompson,
2011; Porter & Kramer, 2011). Based on our scan of the literature, company documents,
and discussions with executives, we propose that shared value of Sis will most likely be
created when a company has and leverages its unique capabilities. However, the shared
value of the initiative is only likely to be maximized when it is perceived that the value is
consistently accruing to both the company and other entities in the system in which it
operates, and that the value of the initiative to the system can be cultivated by other entities
in the system beyond the originating enterprise.

Capabilities and Shared Value

Our three Cs approach builds off the resource-based view that suggests unique
capabilities and competencies explain how companies succeed (Porter, 1985; Prahalad &
Hamel, 1990; Barney, 1991; Teece, Pisano, & Shuen, 1997). In the resource-based view, a
company'’s unigue competency provides the opportunity for long-term returns to
shareholders as long as the competency remains impervious to competitive threats and
continues to provide added value to the company’s customers and/or shareholders.
Empirical studies of one type of negative externality reduction effort—environmental
management—use the resource-based view to demonstrate how singular capabilities affect
financial success (Nehrt, 1996; Russo & Fouts, 1997; Judge & Douglas, 1998; Graves &
Waddock, 2000). In a more recent study, Maltz et al. (2011) demonstrated that even if a
company places its interests above the interests of other stakeholders, it may create
tremendous shared value by leveraging its core capabilities. These studies empirically
support utilizing existing capabilities to create shared value.

This seems to be consistent with our interviews. We specifically queried executives
to tell us about an Sl they viewed as a success. In discussing “successful” Sis leveraging,
existing capabilities consistently emerged:

" pursued mentoring opportunities to help in design and flow through
process engineering expertise, quality, and production expertise. (Manager,
Natural Resources at a consumer products company discussing aiding an
organization with a social mission to become a partner)

We consider ourselves enablers. What we have found is that the key to
deploying technology at scale is to be able to manufacture it affordably. We
are trying to drive solar down to cost parity with fossil fuel. In the case of solar
there is an implicit social mission. (Head Corporate Responsibility and
Sustainability, capital equipment company discussing the company’s quest to
increase solar power usage)

We are also the only large coffee company who has an agronomist in the
coffee growing regions and offer the expertise for free to make their growing
practices more sustainable. (Director, Environmental Affairs, coffee company)

Pla: Shared value can only be maximized by an Sl leveraging capabilities of the
company.
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Insights for Acquisition

The importance of capabilities in creating high value initiatives is reflected in two
relatively common strategic decisions. The first is the make-or-buy decision. Although this is
an everyday choice made by large organizations, the magnitude of the projected shift
requires that military planners decide whether it is in their best interest to actually increase
the competencies necessary to reduce energy usage and/or modify the mix of energy
sources substantially. This requires careful reflection on the existing competencies of the
military and the projected new competencies required to deal with the shift. Only then can
acquisition managers efficiently make sound make-or-buy decisions.

In the case of buy decisions, the key issue is purchase partner. The military has
established long-term relationships with existing partners, which are in part based on the
existing energy regime. Although many of these partners undoubtedly have capabilities that
make them suitable for continued or increased relationship building in the future, many may
not. Moreover, some capabilities, as we discuss later, likely come from non-traditional
partners. As such, the acquisition team has to widen its net to find suitable long-term
partnerships reflecting the new reality.

Consistency and Shared Value

Consistency is defined as the perceived congruence of shareholder and system
value in the creation of an SI. In other words, in creating system value, decision-makers
must perceive that there is no negative financial impact on the company. Although the
capability to create shared value may exist, the motivation to utilize this capability in the
service of system value may be lacking on the part of shareholders and/or managers. If
there is conflict between delivering shareholder and system value, difficulties in
implementation may limit the amount of value actually created.

Consider the case of a tobacco company trying to reduce smoking. One could argue
that a unique core capability of a tobacco company is to understand and communicate with
its target market—smokers. Indeed, we would expect that they would understand the
psychological profile of the market better than any other entity given the extensive research
they have conducted. Thus, they probably have the capability to reduce smoking in their
target segment. Ultimately, a large amount of system value could be created.

However, most managers believe that they have a legal fiduciary responsibility to
maximize shareholder value. In this case, value to shareholders depends on maintaining or
increasing smoking. As such, should the company try to implement this Sl, they are likely to
encounter considerable resistance within the enterprise in attempting this shift. Thus, at the
very least, consumption reduction efforts are likely to be delayed. In the worst case,
execution may be intentionally or unintentionally flawed due to uninspired efforts on the part
of employees attempting to accomplish conflicting goals. In other words, there is perceived
inconsistency of the Sl on the part of managers. Truly creating significant shared value
consistency must be perceived by managers of the company.

This viewpoint was consistently raised in our interviews. The following quote is
illustrative:

Social value is a function of the economics at . Our efforts consider

the societal value. The things described above are investments that will lead
to social value. But it is not the key driver of the initiative. (Head of Corporate
Responsibility and Sustainability, capital equipment supplier)

P1b: Shared value of an Sl will be limited if the consistency between shareholder
and system value is not perceived by managers of the company.
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This notion that the evaluation of Sl efforts should consider effects on both the
company and the society came through in our interviews. However, the emphasis on
profitability versus societal benefit differed significantly. On the one hand, there was what we
refer to as the economics first perspective. Basically, this view is characterized by one
executive we interviewed:

Economics was the prime driver. We had created this new division Energy
and Environmental Solutions. | recall our chief technology officer describing
the alternatives. We were interested in getting into the energy area and all of
the solutions were alternative energy solutions (renewable or energy
efficiency). However, energy was chosen because of the size of the market
coupled with our own know how making renewable energy a good bet. (Head
of Corporate Responsibility and Sustainability, capital equipment company)

A second perspective was the emerging systems view. This label reflects that, in
some companies, there was an emerging consensus that corporate social responsibility
(CSR) considerations should be specifically considered in the financial evaluation. This
perspective is represented by the following quote:

One of the things | drove at [electronics company] was that you can’t divorce
social and economic value. In an electronics company you always need to
look at performance, cost and quality, so employees were used to optimizing
across multiple factors in their design. We realized that social issues, with a
primary focus on sustainability should just become a fourth criteria.
Eventually, sustainability became a good lens for looking at inefficiencies.
(Corporate Sustainability Officer, electronics company)

The third perspective may be viewed as the mission driven perspective. This view
typically emerged at companies where the founders embedded a CSR ethic in the company
from the start. Managers at these companies were not shy about discussing how mission
overshadowed immediate financial performance.

It started with our founders. When they set up the company, it was with the
philosophy of making a profit as simply a means to improve society. It is in
our DNA. It permeates the company, and employees come to our company
because of this philosophy. . . . Sustainability is embedded in our product and
businesses. It is not a bolt-on. We always do believe that an initiative needs
to be good for the business, customers, and the environment. It is not
philanthropy. It is business. (VP of Environmental Sustainability, technology
conglomerate)

At [coffee company], the idea that we can do something that benefits society
and the company imbues everything that we do and has always done so from
the origins of the company. (VP of Corporate Social Responsibility, coffee
products company)

To summarize, our interviews indicated that although both shareholder and social
value are considered in the evaluation of SIs, companies generally do not invest in initiatives
that hurt the company financially. However, different companies have different emphases on
the relative importance of shareholder value. Moreover, the specificity and timeframe
through which financial value must be created varied among companies we talked with. On
the one hand, there were companies that needed a clear and well-defined path to
profitability prior to investing in an SI:
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We found a variety of problems with the first few approaches. Increased cost
was a common problem. Some of this was health code issues. Working with
logistics people we found what one design placed a high burden on internal
groups. We also considered how the solution would look to visitors. Cost and
legality (health code) were the primary criteria. (Chief Sustainability Officer at
an electronics company discussing an initiative to eliminate bottled water at
the company’s events)

We are trying to drive solar down to cost parity with fossil fuel. In the case of
solar there is an implicit social mission. My own feeling is that we could
change the nature in terms of making social a bigger decision driver but if |
proposed this the question that would be asked of me is “is this what
investors want to hear? (Head of Corporate Responsibility and Sustainability,
capital equipment company)

However, there were other companies that were willing to consider longer term value
adds to shareholders:

Our [consumer products company’s] operational expertise was used at
[socially motivated partner]. We then urged them to spread its wings. We
recognized that [socially motivated partner] needs to diversify the product line
beyond us, making them a stronger business and a better partner for
[consumer products company]. (Manager, Natural Resources, consumer
products company)

We would not have continued the initiative without value to the company. For
this to be sustainable to a for-profit business there must be a benefit to the
business. But we don’t need a tangible link to profitability we just need an
inkling that it is good for the business. (Vice President Corporate Social
Responsibility, coffee products company)

Thus, it appears that perceptions of consistency vary by company. For economics-
first companies, the outcome likely needs to have well-defined economic return and
timeframe. For mission-driven companies, the benefit may not need to be so highly
specified, and for emerging-systems companies, it may be somewhere in between.

P2c: Consistency of shareholder and social value will be perceived differently
depending on the relative emphasis at the company on shareholder versus societal value.

Insights for Acquisition

The military will be investing a lot in partnerships to reduce energy consumption
and/or shift energy sources. Our analysis suggests that partners who can effectively
implement these programs must not only have the capabilities but also perceive consistency
between implementing the programs and the broader interests of the company. In many
cases, the current cash flow of the company may depend on trying to perpetuate the use of
existing energy sources. Thus, it would behoove the DoD to develop some structured way to
measure consistency across all potential partners. To begin to develop such a procedure, it
is important understand how various views on consistency can affect implementation of
shared Sls. With this in mind, we overviewed an externalities-based categorization scheme
recently introduced by Maltz et al. (2011). Management guidance from this section is
summarized in Table 1.
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Table 1.

Managerial Implications of Consistency

Type of Initiative

Example

Key Barriers to Shared Value
Maximization

Negative Operating
Externality Reduction

Wal-Mart’'s supply chain
waste reduction initiative
Which is similar to the
military effort to reduce the
usage of carbon based
sources of energy.

No serious barriers to shared
value maximization. This is
the low hanging fruity.
Implementation of these
kinds of initiatives builds
confidence for future Sl
efforts. May require building
relationships with new
partners.

Negative Consumption
Externality Reduction

Tobacco Communication
Campaign to reduce teen
smoking

Major barrier is the perceived
inconsistency between
creating shareholder value
and system value.

Most likely Solution: Develop
the capabilities to take this
on internally.

Alternative: Frame the
initiative in a way that
emphasizes new market
opportunities for a partner.

Positive Operating
Externality Generation

Solar Decathlon initiative
to encourage students to
pursue science and
engineering education.

Major barrier is the perceived
inconsistency between
creating shareholder value
and social value.

Most Likely Solution: Building
relationships with non-
traditional partners like Not
for Profits in the energy
arena.

Positive Consumption
Externality Generation

Migrating proven energy
consumption reduction
investments to the broader
public beyond the military.

Major barrier for private
sector is the perceived
inconsistency between
creating shareholder value
and social value on the part
of the targeted population.

Most Likely Solution:
Develop the capabilities to
take this on internally.
Alternative: Frame the
initiative in a way that
emphasizes new market
opportunities for a partner.

ACQUISITION RESEARCH PROGRAM:
CREATING SYNERGY FOR INFORMED CHANGE

- 328 -



Consistency and Sis: An Externalities View

Externalities exist when private costs or benefits do not equal social costs or
benefits. Negative externalities occur when production or consumption
imposes uncompensated costs on other parties. Positive externalities occur
when production or consumption yields positive benefits to others without
those paying. (Samuelson & Nordhaus, 1998)

This literature suggests that the societal value of corporate social behavior can best
be evaluated when both the costs and benefits accruing to the business and positive and
negative externalities are taken into account. Viewing the CSR literature through an
externality lens, Maltz et al. (2011) created a typology of Sls described below (see Table 2).

Table 2. A Typology of Corporate Social Investment Alternatives, With Examples

Negative Positive
Externality Reduction Externality Generation
Operating Applied R&D

Pollution abatement
Infrastructure development
Occupational health and

safety improvements Employee training

Consumption
Enhancement of drug Exercise programs
regimen compliance
Preventative medicine
Programs to foster
responsible alcoholic Safety features and
beverage consumption equipment

Negative Externality Reduction

Negative externalities result when operating or consumption activities associated
with a business’s core processes yield unintended social costs not entirely borne by the
business or its customers (Samuelson & Nordhaus, 1998). Negative operating externality
reduction, then, refers to efforts to mitigate societal costs associated with making a product
available for consumption.

From a three Cs perspective, negative operating externalities are likely to be the
easiest type of Sl to implement in the service of shared value for all types of MNCs. Most
MCNSs have a good sense of their internal operations, so they should be able to bring some
capabilities to bear in trying to reduce operational externalities. Moreover, from a
consistency perspective, they should be able to track the economic benefits of reducing
waste in their operations using very tangible measurements. Finally, because they are large
companies with big global footprints and significant supply chain leverage, if they change
their operations, then supply chain partners will likely extend these incremental changes to
its broader set of customers to keep their total operations relatively simple.

Take, for example, Wal-Mart's initiative to reduce carbon-based sources of energy
and waste in its supply chain. Its partners shared the costs to implement this initiative of
approximately $500 million; but the benefits estimated, at approximately $3.4 billion
annually, went to the broader society, and an estimated $10 billion in cost reductions went to
shareholder value (Maltz et al., 2011). Thus, even if the company is primarily economics
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focused, significant shared value can be created by focusing on negative operating
externality reduction.

Just like Wal-Mart, the military is trying to reduce carbon-based sources of waste in
its supply chains. Certainly, the military can (and probably has) taken note of the methods
Wal-Mart used to streamline its supply chains. The more important lesson, however, is that
negative operational externality reduction is often the low-hanging fruit that is easiest to
implement and document. Demonstrating effective implementation in a way that has positive
effects on the primary mission to make a more effective fighting force has the added value
of reducing implementation barriers of future Sl efforts.

Negative consumption externality reduction refers to efforts to mitigate the costs
imposed on society as a result of the acquisition, use, and disposal of a product. Campaigns
by beer companies to “drink responsibility” may be viewed as an Sl to reduce negative
externalities of alcohol consumption in terms of health costs to society. From a military
perspective, campaigns to reduce energy consumption at military bases would be
considered negative consumption externality reduction.

From a three Cs perspective, the biggest barrier to creating shared value of
consumption externality reduction efforts is consistency. For most companies reducing
consumption means reducing sales of their own products. Thus the obvious conflict, from
the company’s standpoint, of trying to execute these Sls is to create a perception throughout
the company that this initiative does, at worst, not have a negative impact on profitability. As
such, finding suitable, traditional partners in the private sector focused on helping the
military reduce consumption of its products may be challenging. This suggests that this is
one area where the military may invest internally in capabilities to understand how to reduce
consumption of the older energy sources.

One place where economic and system values are likely to be consistent for private
companies is where the shift in consumption patterns also offers the opportunity for a new
market opportunity. For example, Coca-Cola aggressively pursued the water market by
using its superior buyer value analysis and signaling capabilities to create a desirable brand
(Dasani) and its strong international distribution capabilities to make it available for sale. In
doing so, it ran the risk of cannibalizing the existing sales of sugary soft drinks. If the profits
due to increased bottled water sales are forecasted to be equal to or greater than the
concurrent loss in soda sales, then the Sl would be perceived as consistent. Thus, another
acquisition strategy may be to clearly incentivize existing partners to move away from older
fuels by offering some sort of guarantee of purchase of the new desired energy source.

Positive Externality Generation

Corporations also carry out actions that generate benefits not fully captured by their
shareholders and managers. We refer to these actions as positive externality generation.
Positive operating externalities can result from commercial activities that create, maintain, or
enhance the operations of others. One executive we interviewed noted how his company
creates positive operating externalities by sponsoring teams for the Solar Decathlon. This is
a competition for groups of students to create the best designs for solar-powered homes.
Some of the value associated with this effort may accrue back to the company in terms of
reinforcing its expressed commitment to solar power and identifying and recruiting
engineering talent. However, the broader society gets some of the value because not all of
the talent will be hired by the company, and new innovative breakthroughs may result in
more environmentally sound energy solutions.

The biggest barrier to implementing these kinds of Sls is, once again, perceived
consistency. For companies that require tangible and immediate indications of shareholder
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value (i.e., economics first companies), this kind of Sl is more difficult to implement. It is very
difficult to quantify the benefits in total, let alone the relative portion accruing to the
company. If the company has an economics-first perspective, then the case would have to
be made just like any other capital budgeting exercise. What is the payback period? Can we
achieve a positive return on investment (ROI)? What are the assumptions underlying the
analysis? All these questions need to be answered, and the champion for the initiative
should be prepared to do so.

Companies that have a more emerging-system or mission-driven orientation have
less difficulty. They have already internalized the notion that initiatives that strengthen the
overall system can have long-term benefits. In this case, the analysis hinges on clearly
understanding the linkages between benefits to society and benefits to the company. In the
case of the mission-driven company, the analysis simply depends on whether, given its
mission, the initiative really puts the capabilities to their highest and best use.

There are many large mission-driven companies working in the area of sustainable
development. Many of them are not-for-profits that have considerable expertise in
understanding the science and barriers to implementation of efforts to shift energy
consumption patterns. They are natural, positive externality producers. It may be that these
can become important partners in the strategic shift to a more sustainable energy mix for the
military. However, working with not-for-profits may require some adjustments in expectations
and, again, new metrics that compare the likely value of not-for-profits and for-profit
enterprises in creating value (i.e., reducing energy usage and/or accelerating the shift to
new sources of energy).

The consumption of a business’s product or service may also generate positive
externalities. Positive consumption externalities are consumption experiences created by
companies that reduce costs or create values that do not completely accrue to the firm. The
biggest barriers to executing this type of Sl are perceptions of the consumer in terms of
consistency. If the target market for the Sl sees it as a cynical or disingenuous effort (even if
it is not), then the market is unlikely to exhibit the desired behavior. For customer-focused-
based companies, perceived consistency depends on brand associations. If an CSR brand
association is not present, the communication efforts are perceived cynically and have little
effect (Wagner et al., 2009).

Here is an area where the military may not want to partner but instead build on its
own considerable brand equity. The military is a very well-respected institution in this
country. If it invests in strong consumption reduction programs that are successful, it has the
capacity to influence a large portion of the public to imitate its efforts. This brings us to our
final C: cultivating value.

Maximizing Shared Value: Cultivating the System Value

One of the reasons that large, global corporations are the focus of this study is
because they have the resources and reach to make a difference across geographic regions
because of the ownership of assets in multiple regions. Thus, global corporations can affect
relatively rapid social changes in the system if they investment in Sls that reflect the
capability and consistency noted previously.

However, to maximize shared value, other entities must be able to cultivate the
portion aimed at the broader system beyond the shareholders. Even the largest corporations
have a relatively small sphere of direct influence. If other organizations do not cultivate the
societal value portion of the initiatives, then the large increases in value associated with
shifts in standards and processes deemed necessary for sustainable development are
unlikely to be achieved. If system value is cultivated, the long-term viability of the company
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is likely to be enhanced through the creation of a more vibrant system. On the other hand,
as long as the principle of consistency is not violated, the financial impact will be muted.

This cultivation process can be achieved in at least three ways. First, the global
entity can influence supply chain partners to take their initiative and extend it to other
entities. For instance, in many cases Wal-Mart is the largest purchaser of a supplier’s
product line. They have developed a huge initiative to influence supply-chain partners to
make their processes less wasteful, to reduce costs, and to reduce their carbon footprint
(Wal-Mart, 2010). When Wal-Mart influences changes in a supplier's processes to reduce
environmental impacts, then the supplier likely changes its processes for all its customers to
reduce the costs of running multiple processes to generate the same output. Thus, the
societal value is cultivated. However, because Wal-Mart influenced how the processes were
reconstituted, it is likely that the new processes mesh more tightly with Wal-Mart's
processes than the other customers. Thus, Wal-Mart does not violate the principle of
consistency.

Clearly, the military has as much or more clout with its supply chain in that it is often
the single largest customer for its supply-chain partners. As such, if it demands stringent
energy goals and provides technical assistance for how to achieve those goals, the value
from a system perspective is likely to be cultivated.

In a less obvious example, taken from our interviews, a large electronics company
set out to eliminate the use of bottled water at all its corporate events, thereby creating
social value by reducing waste. Their engineers designed a process that was no more costly
than using bottled water (thereby not violating the principle of consistency). From a
cultivation standpoint, the new design took revenue away from bottled water producers and
encouraged novel water suppliers. Switching from bottled water had a social driver, not a
shareholder-value driver. But by applying social values in the market, they turned it into a
financial issue for their suppliers.

The novel water supplier can point to the fact that it has a major customer, and this
helps the supplier sell and serve others, while the traditional bottle water supplier loses
business and has to think twice about its recyclability. This is an important avenue for
nurturing new but smaller partners that ultimately fit well with the strategic plan in terms of
required capabilities. Clearly, the military has opportunities to generate cultivation through
nurturing relatively small companies that are developing technologies that have the potential
to make big changes in energy usage. Indeed, the military has been instrumental in creating
credibility for many small firms in the past.

A second way that cultivation can occur is by companies sharing technologies with
other profit-seeking enterprises. The GreenXchange (2012) is one example of this type of
cultivation. This organization is dedicated to sharing patents and ideas to help companies
reduce environmental impacts. Members of The GreenXchange learn and build on what has
come before from others in the exchange, cultivating system value. Our interviews also
surfaced this method of cultivation.

We’'re working with technology companies like IBM, HP, and INTEL to create
solutions across the supply chain and around the world to produce
information in real time. Technology as an enabler of sustainability is still in its
infancy. A lot of the green IT market at the moment is IT addressing its own
problems. IT will then enable the world to reduce the remaining 98% of
emissions through smart buildings, smart logistics, smart transportation,
smart electric grids. (Director of Sustainability, global consulting company)
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Our interviews indicated that MNCs also share their technology with smaller mission-
first and not-for-profit enterprises to enhance their ability to generate system value:

Our lever is to bring [our technology] to the social entrepreneurs of the world,
allowing them to become more efficient and effective. (Chief Technology and
Sustainability Officer, B-B software company)

We donate lots of equipment to academic institutions. (Head of Corporate
Responsibility and Sustainability, large B-B hardware company)

The military has a long history of developing technologies that ultimately lead to
significant shifts in how the system operates. However, it also has a predisposition to
“classify” technologies for a long period of time, for security reasons. This may be an
instance where it is time to see if there are technologies that are no longer considered
proprietary by private companies that can be combined with military technologies that may
or may not need to be proprietary at this stage of the technology life cycle to develop novel
approaches in the shift in energy usage.

Perhaps a more interesting trend that emerged in our interviews is how cultivation
may occur through a carefully considered engagement with specific non-profit organizations
that offer complementary and synergistic capabilities to the enterprise. During our
interviews, numerous examples of highly structured long-term collaborative relationships
with non-profits emerged. In each case, the relationships were designed to maximize the
long-term outcome of a specific SI beyond the capabilities of either the company or the non-
profit alone.

Ten years ago it was backslapping between CEQO’s and board members
saying they had given so much money. Now it is about discreet competencies
that corporations and non-profits can bring to solve problems. The general
approach to collaboration has become more surgical focused on solving very
specific environmental and social problems. (VP of Global Responsibility,
consumer products company)

In respect to the positive impact we're having on water and the environment,
it's incredible what we've achieved with the WWF since the program started
four years ago. We're only four years into this partnership with WWF. Initially
we started focusing on 7 river basins and 15 countries. Since then we've
launched in an additional 40 countries. They have 90 offices in the field which
allows us to have a local connection everywhere. We've melded the people in
the field so that now they’re almost indistinguishable. (VP of the Environment
and Water Resources, global consumer food company)

Note the length of time required to actually develop these novel partnerships
between the private and not-for-profit sectors. There are significant trust issues to overcome
because of differences in missions. Similar barriers are likely to be encountered should the
military attempt to engage the not-for-profit community to take advantage of some unique
capability. Acquisition managers will need to be patient and perhaps even develop new
forms of partnership development to make these relationships successful.

Discussion

It has become increasingly clear that many managers of for-profit companies are
interested in running their enterprises in a more socially responsible manner. The purpose of
this exposition is to develop a framework that can guide managers who are interested in
investing resources efficiently in the service of creating shared value for the company and
broader society in which it operates. We began by asking two questions:
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e What are the key success factors in successfully creating sustainable
initiatives?
e Should all organizations engage in the same kind of sustainability initiatives?

In the next section, we summarize our research and provide guidance for acquisition
managers.

Guidance for Managers and Policymakers

Our framework, guided by extant research and interviews with over 50 senior
professionals involved in sustainability initiatives, suggests three factors for managers to
consider in assessing whether such initiatives are likely to be successful. We propose that
shared value of Sls will most likely be created when a company has and leverages its
unique capabilities. However, our research suggests that leveraging capabilities is a
necessary but not sufficient condition for maximizing shared value. We propose that the
initiative is likely to be maximized only when it is perceived that the value is consistently
accruing to both the company and other entities in the system, and that the value of the
initiative to the system can be cultivated_by other entities beyond the originating company.

We suggest that most companies that have a set of capabilities that make them
capable of developing Sls focus on operational externalities (both negative reductions and
positive generation) that generate at least moderate shared value. Thus, companies
engaging in sustainability initiatives should first look to reduce negative operational
externalities when considering Sls.

From a policy perspective, there has been a tremendous ongoing debate among
scholars as to whether the public or private sector should take the lead in reducing negative
externalities. Much of this debate traditionally has centered on the purpose of the company.
The Friedman camp argues that the business of business is business—that is, providing
goods and services to customers in a way that maximizes returns to shareholders. In this
view, it is the public sector’s role to regulate how returns can be maximized. The other view,
espoused in much of the CSR literature, argues that companies have a broader set of

responsibilities and should consider how their operations impact and should act accordingly.

The analysis proposed in this study suggests that for reducing negative operating
externalities, the conflict can be minimized and companies can use their superior
capabilities in the service of shareholder and system value without violating the principle of
consistency to maximize shared value.

Yet empirically, we still see a tremendous divergence in terms of how seriously
companies attack negative externalities. Thus, one must ask why this still exists. One
reason may be competitive pressures perceived by managers. Reducing negative
externalities in the absence of regulation requiring competitors to do the same may be seen
as putting the company at a disadvantage. Thus, it is incumbent on policymakers to put
incentives in place to encourage companies to take on the upfront costs. This suggests
strategically developing an acquisition plan around energy policies that help companies
manage their upfront costs.

That is not to say that policymakers should impose how these negative externalities
should be reduced. Our analysis suggests that most large companies have superior
capabilities to bring to bear on the issue and can do this without seriously impairing
shareholder value. The important point to remember is that different positional advantages
rely on different capabilities. Thus, a one-size fits all approach to reducing negative
operational externalities will not result in efficient solutions across companies. Acquisition
policies would be better served to set targets for reduction and let the companies meet
them.
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On the opposite end, it seems that most companies are not going to achieve high
shared value when engaging in social responses focused on negative consumption
externality reduction. This may be because the company does not have the capability (as in
the case of companies pursuing a cost-control positional advantage), but in most cases it is
because of the execution problems associated with inconsistency of the systemic and
shareholder goals of these Sis.

In essence, unless a company has clearly articulated to its employees that changing
(and even reducing) consumption of a company’s products is in the best interests of the
company, managers attempting to execute the Sl will be conflicted as to which value is
paramount. Moreover, even if management is clear on the company’s priorities, unless the
company has a strong CSR brand or a profitable new market to enter, customers will be
confused as well. Thus, companies attempting these types of Sls will not be putting their
resources to their highest and best use.

One option is to leverage the military’s strong brand to help reshape energy
consumption behavior. Should the military want to pursue such a goal as part of broader
strategic initiative, it would be well served to partner with a not-for-profit with complementary
capabilities or create a separate entity of its own that would not have the consistency issues.

This brings us to our broader message for DoD managers who are truly interested in
building a strategic plan towards generating a more sustainable energy policy. Managers
should approach the creation of shared value in the same way they approach the
assessment of an initiative focused solely on the explicit mission of acquisitions: assure that
our fighting force is mission capable and have a technological edge over our adversaries.
What are our capabilities? Can these capabilities be utilized in service of shared value—
defined in this case as value to our fighting force and value to the broader society? If the
answer to the last question is yes, then consider whether there are any significant conflicts
between attaining societal value in the energy arena and our primary mission of maintaining
a strong and technologically superior fighting force. However, one must be very careful not
to automatically answer yes to the question of conflicts. Often, what seems to be a conflict
on the surface can be translated into an opportunity to increase long-term shared value. A
number of examples have been highlighted in this exposition, and many more can be found
in the popular press.

If the DoD sees consistency between supporting the fighting force and social value,
the final step is thinking up front how to leverage this initiative in terms of cultivating system
value. After all, if there is consistency, then anything acquisitions does to encourage the
spread of the practices enhances the core capability of our fighting force. Thus, cultivation
mechanisms should be incorporated up front to ensure maximum speed of infrastructure
creation and/or energy conservation across the whole system. This is the essence of
strategy—thinking proactively about the full value that can be created by investments.
Managers who think this way will often find feedback effects from system value to enhance
the overall value-creating capacity of the initiative. That is, to support our men and women in
uniform.
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« The DOD Appears to be making a
significant shift in Energy Acquisition
Strategy
— What are the Implications of this Shift?

— What are the drivers of truly efficient
efforts at making this shift?
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Our Approach

 Review Recent Work on How MNC'’s are
approaching Corporate Social Responsibillity.

o Why?
— ldentify Lessons
— Understand Drivers of Decision Making

 |dentify Characteristics that make good
acquisition partners.

« Highlight Implications for DOD Acquisition
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Unit of Analysis

 Economically Viable Global Firms
 |nitiatives with a Social Component
 Not Coerced

Corporate Social Initiatives (CSIs), are formally defined as the initiatives of global,
commercial organizations that appear aimed at furthering some social good beyond the
Interests of shareholders and beyond that which is required by law.

(cf. McWilliams & Siegel 2001; Melo & Galen 2011).

‘l’.lvl!l]i]\-ll.l\ihl/?[g-{::‘-g Salem and Portland | willamette.edu/mba



Types of CSls (Maltz et.al. 2011)

* Negative operating externality reduction, refers to
efforts to mitigate societal costs associated with
making a product available for consumption.

 Negative consumption externality reduction refers to
efforts to mitigate the costs imposed on society by
consumption that imposes uncompensated costs on
society.

 Positive operating externalities can result from
commercial activities that create, maintain, or enhance
the operations of others.

 Positive consumption externalities are consumption
experiences created by firms which reduce costs or
create values that do not accrue to the firm.
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Examples of CSlI’s at the DOD

Negative Positive
Externality Reduction Externality
Operational Military allocating Military investing in
resources to reduce use of education programs—
high carbon fuels. ultimately many soldiers

use these skills after retiring

from military
Consumption Military allocating Military personnel carrying
resources to encourage lessons for conservation to

energy conservation broader society.

EVIL]]]{,%%ETIE Salem and Portland | willamette.edu/mba



Measurement of Efficiency of CSls

Shared value: The total of economic and broader societal
benefits generated by the CSI minus the economic and
social costs associated with implementing the initiative (cf.
Porter and Kramer 2006, 2011; Maltz, Ringold and
Thompson 2011).
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The 3 C’s Approach to Maximizing

Shared Value

Shared value of CSI’s will be maximized when a firm has:

e the capability to create significant value, (resource based view
of the firm)

e the value of an initiative can be consistently applied to both
the firm’s economic and some other social value, (stakeholder
theory)

e the social value of the initiative can be cultivated by other
entities.
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Exploratory Study

o Over fifty 30-60 minute interviews

* Subjects were mid-upper level executives with
responsibility for coordinating CSR/Sustainability
Initiatives for Fortune 500 firms

o Asked to discuss successful and unsuccessful initiatives.
They were prompted with our definition of success (i.e.,
the shared value perspective). Many were already
familiar with the concept. Few were actually
systematically estimating shared value of initiatives.
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Capabillities and Success

. " pursued mentoring opportunities to help in design and flow
through process engineering expertise, quality, and production expertise.
Manager, Natural Resources at a consumer products company discussing
aiding an organization with a social mission to become a partner.

« We consider ourselves enablers. What we have found is that the key to
deploying technology at scale is to be able to manufacture it affordably. We
are trying to drive solar down to cost parity with fossil fuel. In the case of
solar there is an implicit social mission. Head Corporate Responsibility and
Sustainability, Capital Equipment Company discussing the company’s quest
to increase solar power usage.

* We are also the only large coffee company who has an agronomist in the
coffee growing regions and offer the expertise for free to make their growing
practices more sustainable. Director, Environmental Affairs, Coffee
Company.

UNIVERSITY ’ YA Salem and Portland | willamette.edu/mba



Implications for Acquisition

« Make Or Buy

Do Current Partners have capabilities
required to transition to new energy
regime.

* Are non-traditional partners a better
source of required capabllities?
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Consistency and Success

e Social value Is a function of the economics
at . Our efforts consider the

societal value.

he things described above

are investments that will lead to social
value. But it Is not the key driver of the
Initiative. Head of Corporate Responsiblility
and Sustainability Capital Equipment

Supplier.

Salem and Portland | willamette.edu/mba



Consistency Is in the Eye of the Beholder

e Economics First Firms
 Emerging Systems Firms
e Mission Driven Firms
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Economics First Firms

 Economics was the prime driver. We had created
this new division Energy and Environmental
Solutions. | recall our chief technology officer
describing the alternatives. We were interested in
getting into the energy area and all of the solutions
were alternative energy solutions (renewable or
energy efficiency). However, energy was chosen
because of the size of the market coupled with our
own know how making renewable energy a good
bet. Head Corporate Responsibility and
Sustainability, Capital Equipment Company
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Emerging Systems Firms

One of the things | drove at (electronics firm) was that
you can’t divorce social and economic value. In an
electronics company you always need to look at
performance, cost and quality, so employees were used to
optimizing across multiple factors in their design. We
realized that social issues, with a primary focus on
sustainability should just become a fourth criteria.
Eventually, sustainability became a good lens for looking
at inefficiencies. Corporate Sustainability Officer,
Electronics Company
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Mission Driven Firm

|t started with our founders. When they set up the company it
was with the philosophy of making a profit as simply a means
to improve society. It is in our DNA. It permeates the company
and employees come to our company because of this
philosophy. ...Sustainability is embedded in our product and
businesses. It is not a bolt-on. We always do believe that an
Initiative needs to be good for the business, customers, and
the environment. It is not philanthropy. It is business. VP,
Environmental Sustainability, Technology Conglomerate

« At (coffee company) the idea that we can do something that
benefits society and the firm imbues everything that we do
and has always done so from the origins of the company. VP
Corporate Social Responsibility, Coffee Products Company
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Implications for Acquisition

e Perceived inconsistency reduces efficiency of
transition particularly where current partner has
economic interests to maintain the status quo.

e Can mission driven enterprises be a better fit?
 Measurement of consistency

 Low Hanging fruit is clearly Negative
Operational Externality Reduction

« Military has a strong role to play in reducing
Negative Consumption Externality
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Methods of Cultivation

* Influence Supply Chain
» Wal-Mart-(Described in Maltz et.al. 2011)
« Eliminate Bottled Water (From Interviews)

o Competition
« Wal-Mart (Described in Maltz et.al. 2011)

e Sharing Technologies with For Profits

o “We're working with technology companies like IBM, HP, and
INTEL to create solutions across the supply chain and around
the world to produce information in real time. Technology as an
enabler of sustainability is still in its infancy. A lot of the green IT
market at the moment is IT addressing its own problems. IT will
then enable the world to reduce the remaining 98% of emissions
through smart buildings, smart logistics, smart transportation,
smart electric grids.” Director of Sustainability — Global

Consulting Firm
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Implications for Acquisition

« Military has in the past utilized all of these
strategies to some degree. Should be intentional
In utilizing them currently.

e Look to provide technical expertise to partners
for the shift

* Look to declassify proprietary technology earlier.
* Look for synergies

« EXplicitly model cost reductions due to faster
realization of economies of scale.
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Sharing with Mission Driven Firms

e Our lever is to bring (our technology) to the
social entrepreneurs of the world, allowing them
to become more efficient and effective. Chief
Technology and Sustainabllity Officer of a B-B
Software Company.

 We donate lots of equipment to academic
Institutions. Head Corporate Responsibility and

Sustainability at a Large B-B Hardware Firm.
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Implications for Acquisition

* Look to non-traditional mission driven partners.
* Develop structured ways of assessing them as partners.
— Look for interesting synergies.

— Look for mission driven enterprises that have a
collaborative culture and/or have missions consistent
with this particular initiative of the military—move
toward energy acquisitions shift.

— Assess their potential to really accelerate cultivation.
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Discussion

 The move toward a shift in energy regime Is
big—akin to the shift from coal to oll
mandated by Churchill for battleships—only
the energy landscape is much more
complicated now.

* Assess where you want to develop internal
competencies and where you want to partner

e Use the 3 C’s as inputs into decision making.
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My Directions For Future Research

e Measurement of Shared Value,
Consistency, Cultivation

e Large Scale Empirical Tests of the Model
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